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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: Petitioners petitioned the Court to
redeterm ne respondent’s determ nation of a $153, 978 defi ci ency
in petitioners’ 1999 Federal income tax. W decide whether the
proceeds that petitioners received for settlenent of a claimto
ownership of a life insurance policy are taxable as ordinary

income or as a capital gain. W hold that the proceeds are taxed
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as ordinary incone. Unless otherw se noted, section references
are to the applicable versions of the Internal Revenue Code.
Rul e references are to the Tax Court Rules of Practice and
Pr ocedur e.

FI NDI NGS OF FACT

Sonme facts are stipulated and are found accordingly. The
stipulated facts and the exhibits submtted therewith are
i ncorporated herein by this reference. Petitioners are husband
and wife, and they jointly filed a 1999 Form 1040, U. S.
| ndi vi dual I nconme Tax Return. They resided in Monterey,
California, when their petition was filed with the Court.

In 1982, Norman C. Eckersley (petitioner) founded the
Pacific Bank in San Francisco, California. Pursuant to a witten
enpl oynent agreenent dated January 11, 1983, petitioner served as
Paci fic Bank’s chairman, president, and chief executive officer
with duties customary to those positions. On February 16, 1988,
petitioner and Pacific Bank entered into an enpl oynent agreenent
(enpl oynent agreenent) that stated that petitioner would serve a
5-year term of enploynent as chairman, president, and chief
executive officer of Pacific Bank, wth a term begi nning on
January 11, 1988.

The enpl oynent agreenent contained a provision concerning
insurance on the life of petitioner. Paragraph 7 stated:

“Eckersl ey has obtained i nsurance on his life fromCrown Life
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| nsurance Conpany for a period of five years from Qctober 27
1987. Pacific wll pay all premuns up to five year maturity and
w Il be assigned to and for the benefit of his spouse” (Crown
life policy).! The Crown life policy was issued on Cctober 30,
1987, and had a face value of $1 mllion with the life insurance
proceeds payable, if not already paid, on the naturity date of
Cct ober 25, 2019. The Crown life policy provided for an initial
prem um paynent of $21,639.70, with subsequent prem uns of
$25, 170 due every 6 nonths, begi nning on Cctober 25, 1988. The
policy provided that “guaranteed policy values” or “accumnul ation
val ue” was calculated, in part, based upon a guaranteed interest
rate of 4-1/2 percent, conpounded annually. Upon issuance of the
Crown life policy, Pacific Bank was both its owner and its
beneficiary. On or about Novenber 14, 1989, Pacific Bank changed
the beneficiary of the Ctown |ife policy to petitioner’s spouse,
Rosemary J. Eckersley (Ms. Eckersley).

On Cctober 28, 1992, petitioner resigned as chai rman and
chief executive officer of Pacific Bank, but he remained as a
director and was appoi nted chairman eneritus of Pacific Bank.

Paci fi c Bank accepted petitioner’s resignation on Decenber 15,

!As noted below, the policy matures on Cct. 25, 2019,
approxi mately 22 years after its issuance. The parties to the
enpl oynent agreenent apparently use the term*“5 year maturity” to
refer to the stated term of enpl oynent.
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1992. On June 18, 1993, petitioner tendered his resignation as a
director.

On Decenber 16, 1996, petitioners filed a lawsuit (lawsuit)
in the Superior Court of California for the County of San
Franciso. The lawsuit alleged that Pacific Bank had breached the
enpl oynent agreenent by, inter alia, failing to transfer title of
the Cowmn |ife policy to Ms. Eckersley, as provided for in the
enpl oynent agreenent. On Septenber 2, 1999, petitioners and
Pacific Bank entered into a Settlenment Agreenent and Rel ease
(settlenent agreenment). The settlenment agreenent stated that
Paci fic Bank woul d pay petitioners $265,563 on January 5, 2000;
$675,645 within 5 business days of the dismissal of the case; and
$6, 250 per nmonth for 20 years, beginning on Septenber 1, 1999.
The amounts payabl e were calculated as follows: $340,000 as to a
severance pay di spute; $500,000 as to the Crown |life policy;
$845, 000 as the net present value of the nonthly paynents due for
20 years; and $101, 208 to settle anobunts previously due, totaling
$1,786,504. Wth regard to the Crown life policy, the settlenent
agreenment stated that the $500, 000 was payable “for confirmation
of TPB's [Pacific Bank’s] full rights to the Crown Life Policy
No. 2432415 insuring the life of Norman C. Eckersley to settle
the di spute regarding the ownership of the Policy and the net

surrender values in the Policy.”
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During 1999, petitioners paid to their attorney, Mark Garay,
$555,429 in legal fees related to the lawsuit (approxinmately
one-third of the total settlenent of $1,786,504).

Petitioners’ 1999 Federal inconme tax return included a
Schedule C, Profit or Loss From Business. On the Schedule C,
petitioners reported incone of $634, 634, which included the
$500, 000 related to the Ctown |ife policy. Al so on Schedule C,
petitioners clained a deduction for |egal expenses of $675, 646.
Petitioners reported no alternative mnimumtax liability on this
return.

Respondent determ ned in the notice of deficiency underlying
this case that $500,000 of the incone reported on Schedul e C was
not related to a trade or business and reclassified that anount
as “Qher Incone” (not reported on Schedule C). Also, respondent
di sal | oned $527,004 of the $675, 646 of |egal expenses because
that portion was not an ordinary and necessary expense incurred
in a trade or business but rather an expense that constituted a
m scel | aneous item zed deduction. Based on these changes,
respondent determ ned that petitioners were now subject to
alternative mninumtax, with the alternative m nimumtax due of
$149, 246 representing the vast majority of petitioners’ $153, 978

defi ci ency.
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OPI NI ON

Petitioners asserted in their petition that the $500, 000 of
i ncome and the $527,004 of |egal fees were properly reported on
their 1999 Schedule C. Petitioners abandoned those assertions at
trial, asserting instead that petitioner received the $500, 000
fromPacific Bank on a sale of the Crown |ife policy by
petitioner to Pacific Bank. As petitioners now see it, the
$500, 000, less their basis in the policy, is taxable to themas a
capital gain. Petitioners argue that their basis in the Crown
life policy equal ed the anbunt of the prem uns that were taxed to
them Petitioners assert that $181, 348. 33 of the $500, 000 was
paid to themfor the cash value of the Ctrown life policy, and the
bal ance, $318,651.67, was paid to themfor the policy’s other
attri butes.

The credi ble evidence in the record does not allow us to
find that petitioners had any basis in the Crown life policy,
e.g., we are unable to find that petitioners paid any of the
prem uns on the policy or included in their gross incone any of
the premuns. Nor does the credible evidence allow us to find
that the policy had any particul ar cash value. Thus, the issue
that remains is whether the $500, 000 received by petitioners is
taxabl e as ordinary income or as a capital gain. Respondent
observes that petitioners received the $500,000 in settlenment of

their claimto owership of the Ctown |ife policy, that the
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policy was titled in the name of Pacific Bank, and that the
policy was never titled in the nanme of either or both
petitioners. Respondent concludes that the $500,000 is taxable
as ordinary incone in that no property (other than noney) ever
changed hands in connection with the settlenent and that the
$500, 000 was received by petitioners in extingui shnent of any
right that they may have had in the Ctown life policy.

W agree with respondent that the $500,000 is taxable to

petitioners as ordinary incone. In Nahey v. Comm ssioner, 111

T.C. 256 (1998), affd. 196 F.3d 866 (7th Cir. 1999), the
taxpayers’ S corporations acquired the assets of a corporation
that included the acquired corporation’s pending | awsuit against
Xerox Corp. seeking damages for breach of contract. The

S corporations settled the lawsuit, and the taxpayers reported
their share of the settlement proceeds as capital gain. This
Court held that the proceeds were not received by the

S corporations froma sale or exchange. The Court ruled that the
S corporations’ rights in the lawsuit vani shed both in form and
subst ance upon the receipt of the settlenent proceeds and that
Xerox Corp. received in the settlenment nothing other than the

di scharge of the liabilities that arose as a result of the

lawsuit. 1d. at 264-265;2 accord Steel v. Conmi ssioner, T.C.

2The Court of Appeals for the Seventh Circuit appears to
have affirmed our decision in Nahey v. Conmm ssioner, 111 T.C. 256
(continued. . .)
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Meno. 2002-113 (hol ding that settlenent proceeds were taxable as
ordi nary incone because no sale or exchange of a capital asset
occurred, with only one party having the right to receive
property), affd. 78 Fed. Appx. 585 (9th Cr. 2003).

In determ ning whether a sale or exchange occurred for
petitioners, we focus on whether Pacific Bank received anything
in return for the $500,000; i.e., anything other than the
di scharge of petitioners’ lawsuit claimconcerning the policy.
We are unable to conclude that it did. Petitioners argue that

Paci fic Bank received nore than the extingui shnment of the |awsuit

2(...continued)
(1988), affd. 196 F.3d 866 (7th Gr. 1999), on a sonewhat
different rationale; i.e., that the right to recover in the
| awsuit agai nst Xerox, a substitute for lost profits, retained
its character as an asset productive of ordinary inconme after it
passed to the S corporations. By analogy, it seens |ikely that
the Cowm |life policy, had its ownership been transferred to Ms.
Eckersely, would have generated ordinary inconme to petitioners
under sec. 83, at least to the extent of its cash surrender val ue
(whi ch has not been shown to have been | ess than the $500, 000
received). Thus, it would appear that the $500, 000 woul d have
the character of ordinary incone under the affirmng court’s
reasoning as well as under that of our own opinion in Nahey (we
relied on the absence of a sale or exchange). W recognize that
Judge Cudahy in his concurring opinion in Nahey v. Conm ssioner,
196 F.2d at 870, expressed concern that the court’s opinion m ght
be difficult to reconcile with Pac. Transp. Co. v. Conm SSioner,
483 F.3d 209 (9th Gr. 1973), vacating and remanding T.C. Meno.
1970-41, a case that we would be obliged to follow were it
directly on point given that it was decided by the court to which
an appeal of this case lies. W do not believe that Pac. Transp.
Co. has any applicability here where, unlike there, there was no
“internedi ate transaction”. Apparently, the parties think
I i kewi se as neither party cited Pac. Transp. Co. in the opening
posttrial briefs.
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claim specifically, they assert, Pacific Bank al so received
clear title to the Cowm |life policy. W find this argunent
unper suasive. Although the settlenent nmay have renoved a cl oud
on the title of the Crown life policy, the settlenent represented
only the extinguishnment of the lawsuit claimand did not operate
to convert the character of the $500, 000 proceeds received. In
return for its payment of the $500, 000, Pacific Bank received the
extingui shnment of petitioners’ claimconcerning the Ctown |ife
policy and nothing nore. |In fact, the Crown life policy both
before and after the settlenent states specifically that Pacific
Bank is the owner of the policy. W conclude that the $500, 000
was received by petitioners in extinguishment of a claim as
opposed to the sale or exchange of a capital asset and thus is
t axabl e as ordinary incone.

We have considered all argunents by petitioners for a
hol ding contrary to that which we reach herein. To the extent
not di scussed, we conclude that those argunents are irrel evant or
w thout nerit.

Deci sion will be entered

under Rul e 155.




